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Introduction
One challenge for global equity managers is keeping track of correlations (or covariances) between the sources of risk in their portfolios. For instance, in the Barra Global Equity Model (GEM2) there are 153 factors, including country, currency, style, and industry factors that we have identified as being important. This leads to 11,628 unique correlations/covariances of which to keep track between factors. There are different ways that managers can distill this information, which is the focus of this Research Bulletin.
The Global Equity Covariance Matrix
The covariances between factors in a risk model capture the degree to which factors co-move, scaled by their volatility. From a manager's perspective, each covariance term, adjusted for the manager's exposure to the two factors in question, gets added to the portfolio's risk. In GEM2, there are 153 factors, and all of their covariances are captured by the factor covariance matrix.
Exhibit 1 shows the biggest absolute changes in the GEM2 covariance matrix between August 2009 and August 2010. The largest positive changes appear in blue, while the largest negative changes appear in orange. For the most part, volatilities and correlations continue to decline from their crisis-driven peaks. There are some isolated jumps -the China country factor and the global Airline industry factor, for instance -many of which have intuitive explanations. Even though the overall risk of the portfolio has decreased since 2008, the cross-block total in Exhibit 2 has increased dramatically from 2008 to 2010. The majority of the movement has come from the covariances between the World factor and certain industries. (The Bank industry factor, for instance, has experienced strong co-movements with global equity markets, and the MSCI World Growth Index has a positive tilt on banks.) Meanwhile, the within-block total has stayed roughly constant over the years.
